and Kotlikoff and Summers come equally. (1986) . The general equilibrium problem Those who do not believe that a change of tax incidence can also be extended to a in the corporate income tax is bome exportfolio approach that explicitly incor-clusively by the owners of capital can inporates the effects of taxation on the net terpret the current paper as analyzing the riskiness of different assets (see Feldstein question of how any given increase in the and Slemrod (1980) ).
tax on capital income in general is disNo attempt will be made in the current tributed among individuals. For example, paper to contribute to this general analif the corporate income tax is assumed to ysis of corporate tax incidence. Nor will be borne half by capital and half by labor, the present analysis try to reflect the the current analysis indicates how the half complex industry-specific characteristics bome by capital should be imputed to inof the 1986 Tax Reform Act that distindividual taxpayers. guish it from a general across-the-board
The analysis uses the NBER TAXSIM increase in corporate tax liabilities. In-model to calculate changes in individual stead, the focus will be on the technical tax liabilities. TAXSIM is a computer problems of imputing an assumed or cal-model that incorporates a large stratified culated increase in the tax on capital in-random sample of individual tax returns come to a representative sample of indiprovided by the Internal Revenue Service vidual tax returns that can then be and a computer program that can calcuaggregated by income class (or other at-late the tax liability for each individual tributes) to calculate the distributional tax return for a variety of alternative tax consequences of the change in capital in-rules and alternative assumptions about come taxation.
tax incidence or taxpayer behavior. The One interpretation of the current anal-TAXSIM model used in the present paper ysis is that it shows how to impute to in-incorporates 30,723 individual tax redividuals an increase in the corporate in-turns for 1983, a 25 percent random samcome tax on the assumption that 100 ple of the stratified random sample propercent of the corporate tax increase is vided by the Internal Revenue Service. borne by capital and that all capital bears Each tax return has been modified to that tax increase equally. This assumpmake the sample an estimate of the poption is the basic conclusion of Harberger ulation of taxpayers in 1988. This in-(1962) for a two-sector economy in which volves modifying each dollar amount in the elasticities of substitution between the tax return to an estimated 1988 level capital and labor are the same in both and reweighting the sample to reflect the sectors and equal to the elasticity of sub-likely growth in the number of tax restitution between the two goods in con-turns during that interval. The 1988 insumption. Harberger argues that the con-dividual income tax liability for each tax clusion is at least approximately valid return is then calculated using the tax under a wider range of conditions and it rules and tax rates enacted by Congress is probably true that this has become the in September 1986. This serves as a base conventional wisdom among most public to which the corporate tax liabilities and finance specialists. Feldstein and Slem-the change in corporate tax liabilities can rod (1980) show that the introduction of be added. risk and a portfolio framework for anaSection 1 of this paper comments on the lyzing tax incidence does not alter the methods used by previous analysts to imconclusion that an increase in the corpo-pute corporate income tax liabilities. The rate income tax would be borne exclu-next four sections then discuss the key issively by capital income under Harbersues involved in using information from
No. 11
IMPUTING CORPORATE TAX LIABILITIES 39 the national income and product accounts of corporate and noneorporate goods, aland the flow of funds accounts to impute location in proportion to consumption is corporate tax changes to individual tax essentially equivalent to allocating in returns. The emphasis throughout is on proportion to the labor and capital infinding methods that can actually be im-comes that finance that consumption. As plemented with available data. such, it is redundant to have an imputaThe analysis is used in Sections 6 and tion based on an allocation that attri-7 to impute to individual tax returns the butes some fraction of the corporate tax estimated 1988 corporate tax liability un-burden to labor income, some portion to der the pre-1987 tax law and the effect of capital income and the remainder to conthe increase in corporate tax liabilities sumption. embodied in the 1986 legislation. These Any allocation based on total consumpimputations are then used to compare the tion must ultimately rest on some notion conventionally measured changes in perthat the corporate income tax is embodied sonal tax liabilities with the changes in in the price of the product and therefore the combined personal and corporate tax borne by consumers. Since the theory of liabilities.
incidence is essentially a theory of relative prices and factor rewards, this notion of forward shifting only makes sense if it Previous Methods of Imputing is assumed that an increase in the corCorporate Tax Burdens porate tax is accompanied by a change in Although the analyses of the Treasury monetary policy that permits the overall and of the Joint Committee on taxation price level to increase. Even if it is acdo not impute corporate income tax cepted that a rise in the corporate income changes to individual taxpayers, several tax leads to an increase in the price level, academic studies have presented such it is difficult to see why this should be calculations. The work of Pechman (1985) analyzed as a tax on consumers rather is perhaps the most fully developed and than as a reduction in real wages and real widely used of these calculations.2 It is capital income. useful therefore to start with Pechman's To justify an imputation on the basis of work and then comment on the work of consumption, it might be argued that the other economists who have made impupropensity to consume is not the same at tations in order to assess the distribuall income levels and that the higher prices tional consequences of changes in corpoaffect income that is consumed but not inrate taxation.
come that is saved. Such an argument Pechman emphasizes the uncertain in-would be fallacious because the savings cidence of the corporate income tax and are merely postponed consumption and therefore presents imputations based on therefore should be assigned tax on the alternative assumptions about how the same basis as current consumption. incidence of the corporate income tax is A second possible argument for imputdivided among dividends, property in-ing a corporate tax increase on the basis come in general, employees' compensaof consumption rather than capital and tion, and consumption. Although my con-labor incomes is that a significant fraccern in the present paper is not with this tion of all consumption is now financed general problem of tax incidence, some by Social Security and other government comments on the incidence assumptions transfer payments rather than by factor underlying Pechman's more detailed im-earnings. If an increase in the corporaputation calculations is appropriate in the tion tax causes the overall price level to current context. rise, recipients of transfer payments would It is difficult to see the rationale for al-ceteris paribus see their real incomes fall. locating any portion of the corporate tax Such an analysis is misleading because burden on the basis of each taxpayer's to-Social Security benefits are explicitly intal consumption. Since no attempt is made dexed to the level of consumer prices while to distinguish between the consumption other types of transfer payments are likely 40 NATIONAL TAX JOURNAL [Vol. XLI to be adjusted by Congress in response to gain in noncorporate assets (changes in a rise in the price level. the value of business inventories, of farm In short, it seems best to analyze the assets and of nonfarm real estate) is also change in the corporate income tax as a imputed to each tax return. The capital change in real factor incomes and not to income received by nonprofit institutions be confused by a possible change in the and by pension funds is explicitly igprice level.
nored. The proportion of the corporate inPechman's allocation on the basis of come tax that is assumed to be bome by dividends and of property income in gen-capital income in general is then imputed eral is central to the analysis of the cur-to individual tax returns on the basis of rent paper. The assumption that the tax each return's net-of-tax total capital inrests more heavily on dividends than on come. other types of capital income implies that There are several serious problems with net of tax rates of return to portfolio this method. First, it is wrong to exclude investors are not the same in the corpo-the capital income received by pension rate and noncorporate sectors. Although funds. The vast bulk of these funds are an assumption of unequal net rates of re-the assets of defined benefit plans.' The turn is unusual in conventional general retirement benefits received by retirees equilibrium incidence analysis, it is con-and by current employees who participate sistent with a portfolio model of tax in-in a defined benefit plan do not depend on cidence of the type developed in Feldstein changes in the rate of return earned by and Slemrod (1980) . However, in such a the assets of the pension plan. Variations portfolio model, an increase in the cor-in the return on plan assets inure to the porate tax reduces the riskiness as well benefit (or detriment) of the corporations as the yield on corporate securities. With that sponsor the defined benefit plans a wide class of utility functions, the com-since a rise in the net income of the plan bination of lower risk and lower yield in-permits the corporate sponsor to reduce creases the demand for corporate securiits contributions while a fall in the plan's ties. The reduced net income does not net rate of return requires the corporate adequately measure the effect of the tax sponsor to increase its contributions. With on the different types of capital income benefits independent of plan assets, the because the reduced risk of corporateeqcorporate tax borne by the capital income uity is a significant compensation for the received by defined benefit pension funds reduced yield. On balance, it is very dif-is actually bome by the sponsoring corficult to know how to interpret an inci-porations and should be allocated to indence assumption that assigns a greater dividuals on the basis of their ownership 4 reduction in net yield to corporate equity of those corporations. For the minority of than to other types of capital income.
pension fimds that are of the defined conMy concern in the current paper is not, tribution type, the individual pension plan however, with the inappropriateness of participants would bear the increase in the using consumption or dividends as a base corporate tax. Since pension assets are now for imputing the corporate income tax. more than 1.7 trillion dollars, excluding Rather it is with the technical problems their share of the corporate tax burden is involved in imputing to individual tax-a serious omission. payers the corporate tax liabilities that A second important problem with the are assumed to be bome by capital in-method of Pechman and others is that it come in general. The method used by does not distinguish between real capital Pechman for allocating the portion of the income and nominal capital income. The tax that he assumes is bome by capital basic theory of incidence tells us that the income in general begins by redefining the rate of return is equal on all types of capcapital income of each individual tax-ital and that an increase in the corporate payer by imputing retained earnings on income tax reduces real income in prothe basis of that individual's dividend in-portion to the real capital income of each come. An estimate of the accrued capital taxpayer. This has several important im- accrued capital gains decline and subsequent personal capital gains taxes fall.
Total Attributable Capital Income
These automatic reductions in personal tax payments offset in part the higher corThe most recent National Income and porate tax burden imputed to these indiProduct Accounts (as of July 1986) estividuals. These changes in personal tax mate that total corporate profits before tax, burdens must be reflected in the calcuwith the inventory valuations adjustment lations of the distribution of the changes (IVA) and the capital consumption adin total tax burdens. justment (CCA), were $280.7 billion in I have discussed the method of Pech-1985 . This figure includes $16.8 billion of man and his collaborators because it has "profits" made by the Federal Reserve produced some of the most important and Bank. When these are excluded, the total often-cited figures on the distribution of private corporate profits before tax are tax burdens and effective tax rates. It is $263.9 billion. Further adjustxnents in this clear however from these criticisms that figure will be made in subsequent secthe Pechman method may be seriously tions but this $263.9 billion will repremisleading.
sent total pre-tax profits for the present The shortcomings of the Pechman model section. are not avoided in the other studies of the The relevant concept of interest income distribution of tax liabilities. Browning for our current purpose is the net interest and Johnson (1975) also fail to distinincome of persons. The national income guish between real and nominal capital accounts indicate 1985 personal interest income, disregard the capital income of income of $476.2 billion. Against this must pension plans, and do not reflect the fact be offset the $145.1 billion interest paid that increased corporate tax liabilities on mortgages and the other personal inlower the personal tax base.
terest paid to business of $82.6 billion. The Although there are other studies of the net interest income of households is distribution of the corporate tax liabilitherefore $248.5 billion. Subsequent secties,' none of these deals with the probtions will adjust this for the effects of inlems raised here in a satisfactory way. The flation and for the fraction of "individ-ual" interest income that actually goes to the personal income tax form must also private pensions. be extrapolated in a comparable way. A third component of the capital inThis extrapolation from 1985 to 1988 is come of individuals is rental income. The based on the mid-year review forecasts national income accounts estimate the prepared by the Reagan administration 1985 net rental income of individuals as in August 1986 (Executive Office of the $7.6 billion (with the capital consumption President, 1986) . Unfortunately, the pubadjustment), including the imputed rental lished detail is not adequate to permit a income on owner-occupied housing. Any full item-by-item extrapolation of the 1985 rental income of corporations is treated income and expenses to 1988. Instead, the as part of corporate profits. Since this net present analysis follows the August 1986 rental income is net of the $145.1 billion official mid-year review and assumes that of mortgage interest that has already been aggregate corporate profits and dividends subtracted in calculating net interest in-rise by 59.6 percent between 1985 and come, that amount must be added back to 1988 and that aggregate interest and calculate the proper rental figure (and to rental income income increases by 16.6 avoid subtracting the interest paid twice); percent. The implied 1988 total private the relevant rental income amount is pretax capital income is $889.0 billion. The therefore $152.7 billion.
individual tax return items in the There is a final remaining category of TAXSIM return are first extrapolated from individual income that represents the 1983 (the year of the actual tax returns) mixture of labor income and capital in-to 1985 (the most recent year for which come-proprietors' income in farm and national account data are available) on the nonfarm establishments.
Approximately basis of the observed changes in aggreninety percent of the $254 billion of pro-gate figures and the assumption that the prietors' income is attributed by the Com-number of tax returns increases by 1.9 merce Department to nonfarm establishpercent per year. These 1985 figures are ments. These include professional practices then extrapolated to 1988 by using the (law, medicine, dentistry, etc.), small un-mid-year review forecasts of the adminincorporated service businesses (restauistration.' rants, drycleaning firms, etc.), and other
The estimated corporate income tax in types of establishments with very low 1988 and the corresponding proposed incapital requirements relative to their la-crease is based on the published projecbor costs. It is difficult to estimate what tions of the Treasury. These published fraction of the total proprietor's income Treasury projections are for fiscal years should be classified as capital income and rather than the calendar years needed for even more difficult to impute this relative integration with the individual income tax small amount to individual tax returns.
simulations. Adjusting from fiscal to calThe present analysis makes the simpliendar years implies an estimate of apfying assumption of ignoring the capital proximately $95 billion of '%aseline' 1988 income in these establishments. ' corporate tax revenue under the pre-reform tax law and an increase of $25 bil-22 Extrapolation to 1988 lion due to tax reform.
The three categories of capital income 2.3 Imputing the Corporate Income Tax received by individuals either directly or to Individuals as corporate shareholders -private corporate profits, net interest, and rental in-
The projected $95 billion corporate tax come-totaled $665.1 billion in 1985. This liability for 1988 is equivalent to 10.7 cents total must be extrapolated to 1988 in a of tax liability per dollar of the $889.0 way that is at least approximately con-billion of total private pretax capital insistent with the Treasury's estimate of the come. This figure, which is the increase corporate tax liability under the old and in the effective tax rate on all capital innew tax laws. The items that appear on come caused by the corporate income tax, will be central in imputing the baseline corporate equity capital is equivalent to old-law corporate tax liability.
0.107 x $3.23 -0.346 dollars of tax liaSubtracting the $95 billion baseline tax bility per dollar of dividend income. liability from the projected $889 billion Moreover, since the $25 billion tax intotal pretax capital income implies a total crease is equivalent to 3.1 cents per dollar net capital income of $794 billion net of of corporate profits net of the corporate the baseline corporate tax but before the income tax, the proposed increase in corpersonal tax. The $25 billion projected in-porate tax liabilities that is borne by corcrease in the corporate income tax is equal porate equity is equivalent to 0.031 x to 3.1 cents per dollar of this net capital $2.50 0.078 dollars of increased tax liincome. Imputing the $25 billion increase ability per dollar of dividend income. in the corporate income tax is equivalent These calculations, summarized in colto assigning this tax rise of 3.1 cents per unm 1 of Table 1 , provide figures redollar of total net capital income to each quired for the "first approximation" imindividual taxpayer.
putation of the $95 billion baseline Note that this method implies that the current-law corporate tax liability in 1988 baseline corporate income tax is allocated and of the $25 billion increase in the tax among individuals on the assumption that on capital income. To represent the basein the absence of the corporate income tax line corporate tax, for each individual tax all forms of capital income would have the return in the TAXSIM model, a tax of 34.6 same rate of return and that the corpo-cents would be imputed per dollar of divrate income tax reduces that rate of re-idend and 10.7 cents per dollar of net inturn equally on all types of investments.
terest and of rental income.' Similarly, the The imputation of the increase in the cor-"first approximation" imputation of the porate income tax therefore starts with the $25 billion corporate tax increase reassumption that the net-of-corporate tax quires imputing a tax of 7.8 cents per dolreturn to corporate equity is the same as lar of dividend income and a tax of 3.1 the return to debt and to real property.' cents per dollar of net interest income and Although a tax of 10.7 cents can be im-net rental income. puted per dollar of capital income in genAlthough this would provide the basis eral and of interest income in particular, for a "first approximation" imputation of the tax to be imputed per dollar of divi-the corporate tax, I will not pursue these dend income must be adjusted to reflect figures but turn instead to developing an the tax borne by the associated retained imputation that deals more appropriately earnings. The national income accounts with pensions, inflation and the autoindicate that in 1985 dividends were $81.6 matic response of dividends to corporate billion and pretax corporate profits were tax liabilities. $263.9 billion. Extrapolating these to 1988 yields dividends of $130.2 billion and pre-3. The Income of Corporate Pension tax private corporate profits of $421.2 bil-Plans lion. Thus in imputing the tax to indiviual returns on the basis of dividends, each
The national income accounts treat cordollar of dividends represents $3.23 of porate pension plans as part of the housepretax corporate profits. Similarly, each hold sector. As such, the dividends and dollar of dividend income represents $2.50 interest received by corporate pension of post-corporate-tax corporate profits. plans are treated as if they are received These figures can be used to allocate the by individuals. Since that income is not corporate tax liabilities on the basis of the taxable, the method of imputation dedividend income reported on individual tax scribed in Section 2 essentially ignores the returns.
tax burden that falls on the capital inMore specifically, since the $95 billion come of these pension plans. This is of corporate tax liability under current law equivalent to assuming that the pensions is equivalent to 10.7 cents per dollar of do bear their proportionate share of the pretax capital income, the tax borne by increased tax on capital income but that 44 NATIONAL TAX JOURNAL [Vol. XLI it is not assignable to any individuals. More specifically, in 1985 private penAs I noted in Section 1, this procedure, sion plans received $11.2 billion of diviwhich is explicitly adopted by Pechman dends and $51.8 billion of interest.12 fMe (1985) , is not appropriate. The correct dividend income of pension funds is alprocedure depends on the nature of the ready counted as part of total private corPension plan.' In a defined contribution porate profits. To estimate adjusted corPlan, eraployers make prescribed annual porate profits, it is therefore only necessary contributions but the employees' ultimate to add the $51.8 billion of interest to the level of benefits depends on the yield previously calculated $263.9 billion profearned on the accumulated plan assets.
its to obtain adjusted corporate profits of The TIAA-CREIF Dlan and other plans used $315.7 billion. In addition, the dividend at rnost academi@ institutions are defined income of individuals is reduced by $11.2 contribution plans. In a defined benefit billion (from $81.6 billion to $70.4 billion) Plan, employers promise a specific retireand the net interest income is reduced by raent benefit (typically related to years of $51.8 billion (from $248.5 billion to $196.7 service and earnings in final years before billion). retirement); fluctuations in the yield on Extrapolating these amounts to 1988 the pension assets influence the amount implies total capital income of $911.2 bilthat the employers have to contribute to lion, adjusted corporate profits of $503.9 finance those promised benefits but do not billion and personal dividends of $112.4 affect the level of benefits that employees billion. Based on these figures, the $95 receive.'O billion of baseline corporate income tax is The taxes bome by the assets of de-equivalent to 10.4 cents per dollar of prefilied contribution plans should be im-tax capital income and the $25 billion 1988 Puted to the employees for whom those tax increase is equivalent to a tax inassets have been accumulated. Individual crease of 3.1 cents per dollar of net capretirement accounts, self-employment reital income. tirer,elit accounts (Keogh plans) and 401k
The reduction in '@)ersonal dividend inemployee saving plans should all be come" (i.e., dividends not paid to corpotreated in this same way. Unfortunately, rations or to pension plans) raises both the "0 information about any of these assets baseline tax per dollar of true personal il available on individual tax returns.
dividend income and the tax increase per The Present analysis will therefore treat dollar of true dividend income. The adall pension assets as if they were the as-justments imply that there are $503.9 bilgets of defined benefit plans. Although lion of corporate profits and $112.4 bilabout two-thirds of total pension assets lion of adjusted dividends or $4.48 of are in fact in defined benefit plans," this adjusted private pretax corporate profits sirnplification will distort the imputation per dollar of personal dividends. SimiOf the taxes borne by pension assets. It is larly, adjusted net-of-tax private corponevertheless better to treat all pensions rate profits are $503.9 billion minus $95 as defined benefit plans than to ignore the billion or $408.9 billion, implying $3.64 taxes borne by pension assets.
of net profit per dollar of dividends. The tax that is attributable to pension With a baseline corporate tax of 10.4 assets in defined benefit plans is thus as-cents per dollar of total capital income, the surned here to be bome by the corporate implied tax burden attributable on the sponsor of those plans. To impute this to basis of personal dividends received is 10.4 individual taxpayers, the calculations of x 4.48 -46.6 cents of baseline corporate Section 2 must be modified by increasing tax per dollar of personal dividend inthe Private corporate profits by the amount come. Similarly, with a $25 billion tax inOf the interest income attributable to the crease corresponding to 3.1 cents of adpension assets and by modifying the ditional tax per dollar of capital income, aniount of retained earnings per dollar of the tax burden per dollar of dividends redividends actually received by individuceived by individuals rises by 3.1 cents x als.
3.64 = 11.3 cents per dollar of dividends responds to real interest income of only The present section shows how to cor-$214.3 billion. rect the different components of interest A corresponding calculation must be income and expenses for inflation in or-done to convert the nominal personal inder to obtain a more appropriate imputerest payments to business into a real tation of changes in capital income. Con-amount. The Flow of Funds accounts insider first the interest income and dicate that 63.3 percent of the personal expenses of the household sector." The debt consists of nonfarm mortgages, 27.7 interest income can be converted from a percent is consumer credit and the renominal amount to the corresponding real maining 9.0 percent is a miscellaneous amount by multiplying the nominal in-collection that includes loans, trade credit terest income by the ratio of the effective and unpaid insurance premiums. The inreal interest rate to the nominal interest terest rate for outstanding home mortrate implicit in the reported interest in-gages, taken to be an average of the new come. The implicit nominal interest rate home mortgage rates for each of the past can be estimated on the basis of the com-15 years, was 10.4 percent for 1985. The position of the household sector's taxable interest rate on consumer credit in 1985 interest bearing assets." The Flow of is assumed to average 18 percent. FiFunds tables report that in 1985 the nally, the remaining category of loans and household sector held 61.8 percent of these other personal liabilities is taken to carry assets in traditional savings accounts, an interest rate equal to 2 percent over small time deposits or NOW accounts, 15.6 the prime rate or 12 percent. The compercent in money market mutual funds or bined average rate of interest on the perin other forms that would pay a short-term sonal debt including mortgage debt was market rate of interest, 7.9 percent in long-therefore 12.6 percent. term corporate bonds and 14.7 percent in Applying the 3.7 percent rate of inflalong-term goverranent bonds; no attempt tion in the same way here as applied to has been made to reflect differences in the nominal interest rates on household incomposition of these assets among income terest bearing assets implies that the real classes.
pretax interest rate on household debt was In 1985, the yield on short-term money 8.5 percent and therefore that the ratio of market accounts (represented by the six the real interest yield to the nominal coumonth commercial paper rate) was 8.0 pon interest rate on household sector debt percent. Corporate Baa bonds had a yield in 1985 was 0.67. Applying this factor to of 12.7 percent while government 10-year the $227.7 billion of interest that individbonds had a yield of 10.6 percent. The uals paid to businesses and on mortgages typical rate on traditional savings ac-in 1985 implies a corresponding real incounts was five percent. When these in-terest expense of only $152.6 billion. terest rates are combined using the portCombining the estimated real interest folio weights described in the previous income and real interest expenses for 1985 paragraph, the nominal interest rate on implies that the net interest income of the household taxable interest bearing assets household sector in 1984 was not the was 6.9 percent. $248.3 billion used in the previous secSince the consumer price index rose 3.7 tions but only $61.7 billion. percent between December 1984 and DeAn inflation correction also changes the cember 1985, the corresponding real in-estimated value of the interest income of terest rate was (1.069/1.037) 1 = 0.03.1'5 corporate pensions. Since the fixed inThis implies that the ratio of the real in-come assets of pensions are generally longterest rate to the nominal interest income term securities (bonds and mortgages), it tax increases on personal tax liabilities In this spirit, it is appropriate to asand therefore overstates the revenue ef-sume that firms adjust dividends and refect of raising corporate taxes. As the cal-tained earnings in a way that maintains culations below indicate, the magnitude an unchanged ratio of dividends to real of this effect can be quite substantial.
retained earnings. For this purpose, reTo make this adjustment operational, tained earnings must be based on ecothe reduction in capital income due to the nomic profits with the capital consumpcorporate income tax must be divided be-tion adjustment and the inventory tween corporate capital income and non-valuation adjustment. In addition, these corporate capital income. The simplest profits must be adjusted by adding the assumption, and the one adopted here, is product of the inflation rate and the outthat the gross of tax capital incomes of standing net corporate debt. When this the corporate and noncorporate sectors calculation is done for each year in the remain constant (as they would in the decade from 1976 through 1985, the ratio classical Harberger unit elasticity econ-of dividends to the sum of dividends and omy), implying that corporate sector net adjusted retained earnings is 0.475. capital income falls by the full amount of Dividing the $95 billion 1988 baseline the corporate tax. Note that this does not corporate tax liability into dividends and imply that the tax is bome just by cor-retained earnings in this ratio implies that porate shareholders. The rate of return the baseline corporate tax reduces 1988 falls by the same amount on all types of dividends by $45.1 billion and retained capital. But the shift in the capital stock earnings by $49.9 billion. Similarly, the from the corporate sector to the noneor-$25 billion rise in corporate tax receipts porate sector is just enough (given the as-would reduce dividends by $11.9 billion sumption of unit elasticities) to maintain and retained earnings by $13.1 billion. the capital income of the noncorporate Since the total projected dividends at the sector and to reduce the corporate sector 1988 level are $112.4 billion, the preexcapital income by the full amount of the isting tax reduces dividends at the rate of corporate tax.
40.1 cents per dollar of projected 1988 The decline in corporate sector net in-dividends and reduces retained earnings come must also be divided between a re-by 44.4 cents per dollar of projected 1988 duction of dividends and a reduction of dividends. Similarly, the projected $25 retained earnings. Econometric studies of billion rise in corporate taxes imply that dividend behavior (e.g., Lintner (1956) and dividends will be reduced by 10.6 cents per Feldstein (1970)) imply that dividends dollar of dividends and that retained adjust to net profits gradually but with a earnings would be reduced by 11.6 cents long-run response that maintains the same per dollar of dividends. ratio of dividends to net earnings unless
The remaining difficulty in calculating the changes in tax rules alter the relative the resulting change in personal tax liacost of dividends and retained earnings.
bilities is deciding how much tax to asAlthough the 1986 reduction in marginal sociate with the change in retained earnpersonal income tax rates and the accomings. There are two issues. Each dollar of panying rise in capital gains rates both retained earnings may raise the share increase the relative attractiveness of value by less than a dollar (as emphadividends, reflecting the likely corporate sized by Bradford (1981) and others). response to this change would go beyond Moreover, the delay in realizing capital the nonbehavioral character of the curgains and the possibility of avoiding taxrent analysis. But a reduction of divi-able realization altogether by bequeathdends and retained earnings is forced upon ing the appreciated stock mean that the firms by their reduction in net earnings effective tax rate is less than the statuand cannot be ignored even in an analysis tory rate on capital gains. The calculathat does not attempt to include the re-tions in this paper assume that each insponse of economic agents to changes in dividual's effective rate of tax on the relative prices.
dollars of retained earnings is equal to one-half of that individual's capital gains tax sonal income tax liabilities is calculated rate.
by adding to each individual's reported dividend income an amount equal to 40.1
Imputing the Baseline Corporate cents per dollar of reported dividend in-
Income Tax come and to each individual's long-term capital gain an amount equal to 44.4 cents It is now possible to summarize the ef-per dollar of reported dividend income. The fects of the $95 billion 1988 corporate inindividual's total tax bill is then recalcome tax and to present the simulation culated for this expanded measure of inresults on the effect of that tax on the discome using the rules and rates of the new tribution of tax liabilities.
tax law. The difference between this enThe calculations that have been prelarged tax bill and the baseline tax bill sented imply that the $95 billion baseline for 1988 is an estimate of the extent to corporate income tax in 1988 has four ef-which the baseline corporate tax reduces fects:
personal tax liabilities. of the nominal interest income that they The calculation of the effect of the cor-receive and about 71 percent of the diviporate income tax on individual tax liadends that they receive. The imputation bilities starts with a projection of 19@8 therefore begins by grossing up dividends personal income tax liabilities for each and nominal interest by dividing reported individual in the TAXSIM sample under dividends by 0.71 and reported interest by the tax law enacted in 1986 ("the new tax 0.82. The imputed burden of 59.4 cents per law"). Recall that, as noted in Section 2.2, dollar of dividends is then calculated usfor this purpose the TAXSIM sample of ing this more accurate measure of true tax returns is reweighted to represent the dividend income. Similarly the imputagrowth in the number of potential tax retion of 13.4 cents per dollar of real net turns by 1988 and the dollar amounts are interest income is imputed on the basis of rescaled to reflect the projected growth in the real income estimated using the more nominal GNP and its components be- Table 2 shows the distribution of these group of taxpayers. Even in the next two imputed changes in personal tax liabiliincome groups, the corporate tax inties and total tax burdens. The individual creased tax liabilities by more than 10 tax returns in the TAXSIM model are percent. weighted by the estimated 1988 weights Middle income taxpayers have relaand then grouped according to adjusted tively little capital income and therefore gross income under the rules of the new experience only modest increases in tax tax law. Column 1 shows the estimated liability because of the corporate income number of returns in each category. Col-tax. The taxpayers with incomes between un-in 2 shows the average personal in-$30,000 and $75,000 have increases that come tax liability at each income level averaged less than 5 percent of their perunder the new tax law. Column 3 shows sonal tax liabilities. the additional personal tax liability that Although the average corporate tax would have been borne had the corporate burden per taxpayer is smaller in the lower income tax not reduced dividends and re-income groups, the percentage increase in tained earnings. Column 4 shows the im-the tax burden is greater because of the puted tax burden that represents each in-progressive character of the personal individual's share of the $95 billion tax on come tax. Indeed, the figures in Table 2 capital income.
understate the relative increase in the tax Column 5 summarizes these impacts by burden among lower income taxpayers showing the net effect of the corporate tax because the calculation of the percentage (column 4 minus column 3) as a percentincreases in column 5 excludes taxpayers age of the tax burden that would have ex-with zero or negative individual income isted in the absence of the corporate in-tax burdens. It is nevertheless striking come tax (column 2 plus column 3). The that among taxpayers with incomes of numerator of column 5 is thus the unob-$10,000 to $20,000 the corporate income served tax burden on capital income caused tax raises the net tax burden per taxby the corporate income tax minus the payer by $278 or 26 percent of the aversavings in personal taxes that result from age personal tax liability of $958. Among the reduced dividends and capital gains.
those with incomes less than $10,000, the The denominator is the tax that would corporate tax burden averages $113 or have been paid in the absence of the cor-more than twice times the average indiporate tax, i.e., the sum of the actual pervidual income tax liability. sonal tax and the reduction in personal
The aggregate estimates shown in the taxes caused by the existing corporate tax.
last line of the table indicate that the corThe result for the lowest income class is porate taxes imputed to individual tax renot shown because the percentage change turns total $60.7 billion or 64 percent of is distorted by returns with tax liabilities the $95 billion to be allocated. The renear zero. mainder is borne by foreign investors and The impact of the corporate tax on in-nontaxable institutions since the portion dividual tax burdens is relatively greatborne by pension funds has been attribest among taxpayers in the lowest and uted back to shareholders. highest income groups. The relatively substantial impact among higher income 7. Imputing the Increase in taxpayers is easy enough to understand Corporate Taxes since it is this group that holds the preponderance of corporate equity and fixed A calculation similar to that of the preincome securities. Among taxpayers with vious section permits an analysis of who more than $200,000 of 1988 income, the bears the increased corporate tax liability average personal tax liability is $122,400
and how recognition of the corporate tax and 20.2 cents per dollar of dividend inThe calculations presented in sections 4 come received. The net impact of these two and 5 imply that the $25 billion increase effects as a percentage of personal tax is in the 1988 corporate income tax has the reported in column 5 (i.e., the average of following effects: First, it reduces divi-the figures summarized in column 4 midends by 10.6 cents per dollar of divi-nus those of column 3 divided by coluirm dends received by individual taxpayers and 2). retained earnings by 11.6 cents per dollar
The corporate tax increase has only a of dividends received by individual tax-small impact among middle income taxpayers. Second, it implies an additional payers but has a larger impact at both ends corporate tax liability of 14.7 cents per of the distribution. This pattern follows dollar of dividends and 4.1 cents per dol-that of Table 2 . Among top income taxlar of real interest income.
payers, the corporate tax change is equivThe reduction of dividends and re-alent to a 6 percent rise in personal tax tained earnings implies that the increase liabilities, virtually the same as the proin the corporate tax liabilities reduces portionate tax increase among taxpayers personal tax liabilities by $2.8 billion. with incomes between $10,000 and Taken by itself, this would imply that the $20,000. In the lowest income group the tax package would not be revenue neutral increase in the corporate tax is almost as if the $25 billion of corporate income tax large as the remaining personal tax. increase was matched by $25 billion cut
The figures in column 5 are a correct in personal tax revenue as conventionally representation of the corporate tax incalculated but would instead cause a rev-crease as a percentage of the personal tax enue shortfall of $2.8 billion.
liability but not of the percentage in- Table 3 compares the distribution of the crease in the individual's total tax liabilimputed changes in corporate tax liabiliity. Column 6 therefore relates the extra ties with the predicted 1988 personal tax tax due to the 1988 corporate tax increase liabilities. These differ from those of Ta-to the combined personal and baseline ble 1 for several reasons: they are based corporate tax. The effect is to reduce the on net post-tax capital income, they re-percentage increases due to the corporate flect the induced changes in dividends and tax (since the denominator is always retained earnings, etc. larger) but not to change the overall imColumn I repeats the number of re-plication of a substantial proportional tax turns in each income class and column 2 increase with the largest increases at the repeats the projected 1988 personal tax li-top and bottom of the income distribuability at each income level based on the tion. new personal income tax law but ignoring
The present analysis also makes it posthe effect of the change in corporate taxes.
sible to compare the conventionally estiColumn 3 shows the reduction in that mated changes in personal tax liabilities personal tax liability that results from the with the estimated changes in total tax decrease in dividends and retained earnburdens that takes into account the ings caused by the $25 billion rise in cor-changes in the corporate as well as the porate tax liabilities. This is calculated by personal taxes. This is done in Table 4 . reducing dividend income by 10.6 cents per
Column 2 of Table 4 shows the personal dollar of received dividend income (and tax liability in 1988 under the "old law" adjusting this amount for the average ex-(i.e., the law prevailing through Decemtent of underreporting) and reducing cap-ber 1986). Column 3 presents the correital gains by one half of 11.6 cents per sponding personal tax liability in 1988 dollar of dividend income.
under a fully phased-in specification of the Column 4 shows the increase in the im-"new law" as it would be conventionally puted tax burden that is caused by the $25 calculated with no allowance for the efbillion rise in corporate taxes. This is cal-fect of the change in the corporate tax. The culated for each return as 5.6 cents per fourth column shows the conventional av- erage tax change at each income level, essentially unchanged while the average column 3 minus column 2. This is re-tax liabilities of taxpayers with incomes stated as a percentage of the "old law" tax over $75,000 are actually increased. This liability in column 5.
, ---------------------------------------------------------------------------------
is consistent with the explanation of the The total tax changes reported in the reasons for the aggregate differences disfinal row of the table show that the cussed in the previous paragraph. en the TAXSIM calculations imply that the fully The substantial difference betvve the phased-in 1986 changes in personal tax TAXSIM and government estimates of rules and rates reduces projected 1988 tax reduction clearly del@eres more at personal tax liabilities by only $300 mil-tention than is possible in the current lion, nothing like the $25 billion personal StUdy.22 The emphasis here will be on the tax cut estimated by the staffs of the difference between the estimated PerTreasury and the Joint Commi ee on sonal tax changes and the estimated -changes when corporate as well I's per- Taxation therefore represent a larger increase in nus column 3 of Table 3 ). d perpotential tax revenue than would appear
The net change in the combine s reusing the 1981 individual tax returns.
sonal and corporate tax liabilities Another possible source of the difference ported in column 8. For taxpayers with is that the government revenue estimates incomes up to $50,ooo, the co ..bined ef@hange and the correflect unspecified behavioral changes at-fect of the income tax 1 in total tributable to the new tax rules. For ex-porate tax change is ft reduction inainple, individuals may be assumed to shift tax liabilities. But for taxpayers with borrowing from nondeductible to deductcomes over $50,000, the average t.ax inible forms and to cut the realization of change in each income class Isall esses these ,hanges capital gains. Such behavioral changes, crease. column 9 expr, old personal tax iiwhich would increase the effective tax cut as a percentage of the as a percentage of implied by the 1986 legislation, are not ability and column 10 orreflected in the TAXSIM analysis. This the combined personal plus baseline c may be particularly important since the porate tax liability 9 iluply that the TAXSIM calculations are based on a fully
The figures in coiumn phased-in version of the new tax law.
1986 tax reform actually increased total The proportional tax changes shown in tax liabilities of individuals in the top incolumn 5 indicate that the TAXSIM es-come class by 17 percent of the baseline timates are similar to the government personal tax liability. For those vith inprojections for taxpayers with incomes comes between $100,0()o and $200,000, the under $50,000 but then differ substanaverage increase was 13 percent. . pertially. TAXSIM calculations imply that the A comparison of colinnns 5 and 9 is Of ion of the effect average tax liabilities of taxpayers with haps the best indicat tax chailge-4 when incomes between $50,000 and $75,000 are ignoring the corporate 
------------------------------------------------------------------------
Total Dollars All Returns --2.7 3.4 (billions)
